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IJrnODUC'fIO.

La.t year, the Comai••ion adopted it. initial rule.

imple.enting the rate regulation provisions of the Cable Consuaer

prot.ction and ca.petition Act of 1992. Thos. rul.s .stablished

a "benchmark" approach that .stablisbed MXiJRm peraissib1. per­

channel rat.s for syst... , based on th. syst..'s nu.ber of

channel., nuaber of subscriber., and number of sat.l1it. s.rvic.s

carried. One. a syst_'s initial per-channel rat•• wer.

determin.d froa the benchmark table and formula, subs.qu.nt

increa.e. would be liaited to the rate of inflation and, in

addition, to any incr.ases in "external costs" -- which were

defined to includ. taxe., expen..s required by the franchi.ing

authority, and proqr_inq costs -- to the ext.nt that such

incr.ase. .xc.eded inflation.

Thos. rul.. diel not .ak. clear, howev.r, how ..xiaua

permi••ib1e r.~ would be attectecl by the addition (or cleletion)

of chann.ls ot procJr_ing. ..s the syst.. sillPly suppo.ecl to

multiply it. e.tablished _xi.. per-channel rate by the nUllber

ot channel. added and incr•••• it. rate. by that UIOUDt? or was

it suppose to 90 back to the benchMrk table and tind the

maximum perai••ible per-channe1 rat. for systems with it. new

total numb.r of channels and multiply~ rat. by the total

numb.r of chann.1s to finel the new maximum rat. that it could

charq.? In addition or alt.rnativ.ly, was the sy.t.. to be
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allowed to pass throuqh to subscribers the increased proqr...inq

costs that were associated with addinq the new channels?

To resolve thes. questions, the Commission issued its

Third Further Notice ot Proposed Rulemaking last sWlJller. In its

Fourth Report and Order, the co..ission adopted answers that

will, in combination with the further rate reductions mandated by

its Second Reconsideration Order, almost certainly make it

impossible and uneconoaical tor cable operators to add new

channels ot proqr...inq to regulated tiers. And this means that

there will be no future tor new proqr.. services that have little

brand-n..e recognition and little ability to survive as 1 la

carte otterinqs.

Cox Cable C~ications and Newhouse 8roadcastinq

ComPany have historically ..de roa. on their syst... tor ne.

services ot this sort -- services that apPeared proaising but

that required an incubation period to gain exposure and to prove

their appeal (or lack ot appeal) to subscribers. There have

always been costs and risks associated with addinq new and

untested services, but we and the proqr_rs have in the Past

been able to share these costs and risks in ways tha~ enabled us

to nurture tile develos-ent ot the diverse array ot services nov

available to subscribers. The ne. rules, however, li.it our

ability to cover the cos1:ll and bear the risks ot addinq new

services to our requlated tiers. And, as a reSUlt, they provide

disincentives to add channels ot proqr...ing to regulated tiers,
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the only practical alternative. are to use new channels for

unregulated service. or to forgo the addition of channels

altogether. Therefore, unless the co..i.sion acts quickly to

revisit and revise its approach, fledqlinq program service. that

have been waiting and withering while cable operators waited to

see what the rule. would allow will expire and no new service.

will be born.

'I'D ..-011101 01' aDD~ .-ocJaa.KI••

To underauncl why the new rule. don't work, it'. fir.t

necessary to unclera1:and the costs, benefits, and risks involved

in adding a new channel of proqr...inq to a requlated tier of

aervice. The coa1:. inclUde, of cour.e, the expen.e of building

and activating new channel capacity and the fee. paid by

operators to newly added proqraa .ervice.. But they al.o include

-opportunity coats- -- foreqone net revenue. frOll alternative. to

adding channel. to regulated tier.. Tho.e alternative. include

u.ing channel. to provide service. that are not subject to rate

regulation -- for ex-.ple, preaiua services and pay-per-view

proqr_ing. They al.o include the option of simply not adding

or activatinq cbannel. at all. If the cable operator's expected

gain from adding charmel. to requlated tiers doe. not exceed the

gain from one of the.e alternative., it will not add .uch

Channels.
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What are the potential benefits to the cable operator

of adding channel. to regulated tiers? Historically, cable

operators have had two distinct incentives to add new channels of

programming to their ba.ic and enhanced basic ti.r., and thes.

inc.ntiv•• have fos~.red the multi~ud. and div.rsity of non-

pr••ium sat.lli~. progr.-ing s.rvices tha~ curr.n~ly .xi.~.

First, cabl. oPerators add.d chann.ls in ord.r to at~rac~ more

subscrib.rs -- tha~ is, to incr.as. th.ir pen.tration • S.cond,

th.y add.d chann.ls to ti.rs in order to incr.as. the yalu. of

the tiers to .xisting subscribers.

To the .xt.nt that new chann.ls of programming

at~r.c~ed n.w .ubscrib.rs, op.rators could incr•••• th.ir

revenu.s without .v.n increasing rat.s, and this would r.duc. the

size of any ra~. incr.a••s tha~ might b. nec.ssary to comp.nsat.

for the costs and risks incurred in adding the ch.nn.ls. To the

extent that the new channel. .nhanced the value of cable service

to existing subscribers, cable operators could increase their

rates without losing subscribership, thus further incr.asing

their r.venues.

During the 1980' s -- and eSPecially during' the period

of rat. d.regulation that began at the .nd of 198' -- cable

operators were able ~o coun~ on both increased Penetration ADd

increased value ~o exis~ing subscribers when they added n.w

channels of satellite-d.livered progra_ing. During this Period,

as new chann.ls were add.d (and the quality of .xisting
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programming service. t.proved), cable penetration grew rapidly.

At the sa.e time, cable operators were able to increase rates,

which indicates that the value of cable service to all

subscribers also increased correspondingly.

But towards the end of the period of derequlation, the

steady growth in Penetration began to taper off. There are now

more than 70 satellite-delivered services available to cable

oPerators and sub.criber., and it is bec01ling le•• and le••

likely that the addition of new non-pr_iUJI service. will be 8I)le

to win over a significant nWlbar of tho.e con.uaars who have not

yet been attracted by the existing array of services. This

.uCJCJe.t. that, incr...inCJly, the point of addiftCJ new channel. to

tiers of proqr_inq will have to be to increa.e the value of

tho.e tier. to exi.tiftCJ .ubscribers, and that the co.t. of adding

such channel. will have to be recouped almo.t entirely fro.

increa.ad rate. rather than from increased subscribership.

The.e circuastance. would create a difficult

environaent for new progru .ervice., even in the absence of rate

r8CJ\llation. cable .u.cribera have ciaon.trated that they value

additional proqraa choice. and that they are williRC), to PaY lIOre

when new .ervicetl are added to a tier, evan before they mow wbat

the proqr_inCJ i. or whether it will turn out to be e.pecially

attractive. But whether they are williRC) to pay enouCJh to

cOllP8n.ate the proqr_r for the full co.t. of the proqr_iRC)

plUS an aaount that i. SUfficient to coapen.ate the cable
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operator tor the co.t. and risks associated with addinq the

proqra..inq i. another question.

Fortunately, new proqr....r. typically have not charqed

cable operators t... at the outset that are intended to

compensate them ~tully tor the co.t. of their proqraJl1llinq. In

part, this is simply because neither cable sub.cribers nor cable

operators are able and willinq to pay such amounts for unte.ted

and unknown progra.ainq. But new proqra..ers are usually

willinq, in the.e circumstance., to provide their .ervices at

very low co.t to cable operators in order to have an opportunity

to reach subscribers and to prove their _ttle. If the service

is attractive to .ubscriber., the proqr....r. will be able to

recover their co.t., Ultimately, from increa.ed operator fees in

the tuture. V

Proc;rr_n ..y al.o be able to recover .OM portion of

their costs frOll aclverti.inq revenue.. The availability of

advertisinq revenue. i. iJIPortant. It _ans that even if

11 Indeed, a p~r that provicled it. _rvice to cable
operator. at a very low fee at the out..t aiqht expect to recover
an increaainq 'un of the incr..... revenues fro••w:.-criDer. a.
the popularity of tM _rvice increa.ed -- which it could attain
if it. t.. 1:0 caIIle operator. increased by a CJZ'..ter percentacJe
than the cable open~r'. rate to ....criHn. Onc. a ••rvic.
becoIIe. attractive to even a _11 portion of a sy.tea' •
• ubscribers, it ..,...•• difficult for tbe 8Y.tea to drop th•
••rvic.. This affec:ba 1:he UIOUftt 1:bat. the prOCJrarr.r .19bt
obt.ain frOll the opRat.or if the ....iae prcw. .ucc.stul -- but.
it al.o li1l1t.. tbe .,arat.or'. l~ten • .,.e:te4 beMfita and
ther.fore affec*a t.M operator'. cat-benefit. analy.i. in
decidinq whether and on what tenas to add a new proqr_inq
.ervice.
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proqra..ers provide their services, initially, at very low cost

to cable operator., the .xtent to Which they will Ultimately b.

r.quir.d to incr.as. th.ir rate. to op.rator. if they are

.ucc••sful will be aitigat.d by .uch rev.nu... It al.o ••ans,

how.ver, that proqr_rs that .xpect to d.pend on adv.rti.ing

rev.nu•• to .uppl...nt operator f•••· need .xposur. to the wid••t

po••ibl. audi.nc.; for .uch ••rvic••, availability a. an • la

cart. ott.ring at unregulated rat•• may not be a viable option.

What it the program service never catch.s on with

vi.wer.? In that ca.., adding a chann.l to carry the s.rvic.

will never be useful in increasinq sUbscribership to the tier.

And it will n.v.r provide the hop.d for long-t.rm ben.fits of

substantially increa.ing the value ot (and the ..ount that

subscribers will be willinq to pay tor) the tier. The operator's

only return will be that r.venue that repre.ent. the c1irterenc.

between the value to subscribers at an additional choice ot an

unknown service Ca value that will dissiPate as the service

becOlie. known and unwanted) and the UlOunt charged by the

proqr_r to the operator Can ..ount that is likely to be low at

the out.et and i. unlikely to be rai" significantly if the

service has no appeal to subscrib.rs). Ulttaat.ly,.s the

.ervice los.s it. value to .ub.crib.rs, the low rat.s chaZ'9ed to

.yst_ will produc., at best, ainuscul. protits and, at wor.t,

sub.tantial 10•••• for the progr....r. And, •• a result, the

s.rvice will go out ot bu.ines. or be dropped -- althouqh this
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may be delayed by the fact that dropping even a generally

unpopular service fraa a system is likely to make at lea.t .o.e

subscribers unhappy. Meanwhile, the operator has foregone the

opportunity to u•• the channel for some more productive use

either by carrying a aore successful service on the tier or by

carrying so.. other type of service (such a. a pre.iua or pay­

per-vi.w s.rvice) -- or to have prevented its 10•••• by not

buildinq the extra channel capacity in the fir.t place.

So, in deciding whether or not to add a new channel of

proqr...ing, a cable operator has to balance the expected costa

and benefits. What ia the likelihood that the .ervice will be

.ucce••ful, and What ia the likely payoff if it i••ucc...ful?

What are the likely revenue. to be gained and the likely co.t. to

be incurred if the .ervice is not succe••ful? How much do I need

to receive in the early y.ars, when succe•• i. undetermined, in

order to hedqe again.t the·po.sibilitie. (1) that the .ervice

will be unaucce.atul and (2) that the .ervice will be .ucce.aful

but will d~d, at that point, a hiqber fee.

The.. conaideration. apply whether or not a .y.t_ i.

subject to rate rec)Ulation. But r89\llation can .ka the analysis

to the extent that it liJIita or otherwi.e affect. the uaounta

that can be charged, and therefore affect. the expected revenuea

to be obtained by cable operator. in the short-tera and the long­

term. No "qoinq-forward" approach can Perfectly replicate the

marketplace. But to the extent that a particular approach
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reduces the expected gains from adding a channel of regulated

programming to levels that are negative or are, in any event,

le•• than what might be gained from alternative u.es of the

channel -- or froa alternative uses of the money u.ed to build

the channel -- it is obvious that new programming services will

not be added to regulated tiers.

'1'l1lI COJIIIIUIOII'. U.-oACJI: ...... co•.,. PLU8 A DaIt-n

The Ca.aission's approach ostensibly has two

cOliponents. When a syst_ add. a channel, it is entitled to

increase tier rate. by a flat -.aunt that supposedly represents

the costs of adding a channel other than the progr_iftfJ costs.

In addition to this flat a.ount, the additional proqr...inq cost.

as.ociated with the ne" channel are treated as "external costs"

-- that is, the syst. can pass through .uch additional coata

plus a 7.5t _rk-up.

In practice, however, the non-proqr_inq coaponent

turn. out to be relatively insignificant, e.pecially in syst..

with more than a handfUl of channels. The co..ission used its

benchmark fo~la to calculate the extent to which r~tes would

supposedly differ .-mq syat_ with different nWlbers of

channels. In other words, it looked at the difference in IY__

rate. between sY.~ with different channel capaciti... Thi. i.

not, ot courtle, tile _ thing as ob.ervillCJ the extent to which

particular .yat.. actually ghlnqad their rates when they 144M
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channels. And, in any event, it results in an allowable increase

for the non-proqr...ing component of adding channels that is, in

most cases, very s..ll. For most syste.. , the commission's table

allows an increase of only a penny or two for the entire~

when they add a channel.

Thus, the ca.aission's approach for adding channels

consists, in reality, of a pass-through of new proqr...inq costs

plus a 7.5' .ark-up. Such an approach is precisely the wrong way

to replicate marketplace incentives and to ensure the

availability of new proqra-.ing service.. Indeed, the

Camaission's approach effectively eliainates any incentives that

a cable operator .iqht have had to add new channels of

proqr...ing to regulated tiers.

Allowinq cable operatora to charte subscrJben wbat

they pay plus a percentage aark-up aakes it t.possible for

proqr...ers to induce operators to ca~ their service by

provi4inq it at little or no cost. What proqr_n seek to 40

by offering their ..rvice to operators, initially, at a very low

price is to enable the operator to capture JIOst or all of the

ad4ec! value of the new tier to Subscribers. But if, instead of

being able to increase rates by an a.ount that reflect. that

a4ded value, the operator can only raise rate. by the aaount that

he pays the proqr....r plUS a 7.5' .ark-up, there i. no way to

achieve this objective.
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Suppo.e, for example, that after adding a new .ervice

to its basic tier, a cable operator would be able profitably to

increase basic rate. by 50 cents -- assuming that it obtained the

programming at a price of 10 cents per subscriber. In other

words, the new proqra_ing would add sUfficient value to basic
.

service that a sufficient number of subscribers would be willing

to pay an additional 50 cents, so that the increa.ed revenue. to

the operator would be ju.t enough to cover the co.ts of adding

and activating the channel and provide the operator with a

r.a.onable .~ed profit, taking into account the costs and

b.n.fits associated with the possible succes. or failure of the

.ervice. The proqr_r might be deliqhtecl to offer the

programainq on th... teras: ten cents per subscrib.r might be

SUfficient to cover it. costs, or the progr....r might be willing

to forgo r.v.nu•• at the out.et in order to build viewership,

adverti.inq r.v.nu•• , and branc1-n_ recoqnition.

But .uch an arrang...nt is i1ipOs.ibl. und.r the n.w

rul.s. Th. operator cannot incr.... rat•• and. retain an 80t

share of the waplitW -- the division of .ubscriber rev.nue.

betw••n operator and proeJr....r. It is lillited by the rul•• to

retaininq 1••• than a ,t .har. of the split. Por .x.-pl., the

only way that the operator can rai.. rata. by 50 cant. per

sub.criber i. if it pay. the proqr_r 46.51 c.nts p.r

.ubscriber and pa._. throuqh this UIOunt plus a ,. 5t _rk-up

(3.49 c.nt. Per .ub.crib.r). statecl another way, to r.tain 40

-··------------------------- 13_1_
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cents tor it••lt, an op.rator must pay the programmer $5.33 and

add a 7.5' mark-up ot 40 cents, so that the incr.as. in basic

rates after adding the channel i. $5.731 Or, as a g.n.ral

proposition, to retain a certain aaount tor its.lt, the cabl.

op.rator must pay the programm.r 13 tim•• that amount, and it

must charge subscribers 14 tim.s that amount. This, of course,

is absurd. No n.w programming services can be added under an

approach that limits rate increa.es to the cost of programming

plus a 7.5' mark-up.

a ..I.I••DC ax Uft:OaCII

A bett.r appro.ch would be one that allowed cable

operators to charqe, .t the outs.t, an ..ount th.t r.pr.s.nted

not the cost ot the programming to the cabl. operator but th.

cabl. operator's~ costs -- including the cost ot .ddinq and

activ.tinq the chann.l plus the opportunity cost of foregoing

other us.s of the cbann.l. Th.r.for., inst••d of allowing a rate

incr.... that cov.rs th. cost of th. added programminq plUS a

percentage mark-Up on that cost, it would be pr.ferable to allow

an incr.as. that covers the cost of the progr...inq plus a fiXed

aaount that is intended to capensat. tor the oth.r, non­

progra-ainq costs assoc1ated with adding channels.

Th.re is unlikely to be any scientific ..thad that will

identity with precision the UIOunt that i. just sufficient to

cov.r those costs and that is, therefore, just enouqb to give the

- -- -- -----------,---
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operator an incentive to add the channels. As noted above, the

formula proposed by the COBaission in the Third Further Notice

mistakenly equated the observed ditterence in rates between

.y.~e.s wi~h di~terent numbers ot channels with the reduc~ion in

per-channel ra~_ tha~ a particular .ys~_ would have iJllpleaented

it it had increased the nuaber ot channels ot proqr...ing on its

syst_. A survey of how rates of particular. sys~_ ac~ually

changed whet they added channels during the P8rioc:l of

deregulation .iqh~ have provided a more appropria~e .easur. of

the exten~ to which existing allowable per-channel rates should

decline when channels are added to regulated tiers. In the

absence of such da~a, the de~eraination of an appropriate fixed

aark-up on new proqr...ing will necessarily be somewhat

arbitrary.

The task i. to ••tablish a _rk-up that .nable.

oPerators to recover their· real cost. of addinq channel. and

gives th_ sUffici~ incentiv.. to add such channels While

avoiding, to the extent po••ible, the ri.k that soae oPerators

might add prQ9r_inq that i. not only inexpensive but truly

worthl.s., si~ly a. a way to rai.e rat•• back up to the ....

levels tha~ .ubscriber. were previou.ly willing to pay for

exis~ing services. That risk aay, in any event, be illusory.

First, .everal bona fide proqr...inq services with quality

proqramainq are currently vyinq for scarce channel caPacity and

have already indicated a willingne.. to make their proqr...inq
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available at very low rates to cable operator.. It is hard to

imagine why a cable operator would choose to add inexpensive junk

in order to raise rates to subscribers if it could implement the

sa.e rate increase. and enjoy the same revenue increases by

addinq quality proqr...inq. The latter approach otters at least

so.e possibility ot increased revenues in the tuture.

Moreover, even if there were no .uch qualit.y

proqr...inq service. available at low cost, it would be unlikely

that cable operatortl would opt to waste channel. on worthle••

proqramainq rather than u.e such channels tor alternative,

unregulat.ed .ervice., such as pay-par-view and interactive

services, that provide a greater potential return. Cable's

history is one ot constant investment in and experimentation with

new service. that add long-term value to proqraa package. and

ottering.. Exces.ive rate regulation COUld, indeed, create

artificial incent.ive. that. di.rupt.ed such inve.1:JIent. and

experi_ntat.ion. But the greater ri.k i. not t:hat, by .ettinq

allowable rate. t.oo higb, cable operat.or. will add channel. of

junk. It i. that, by .ettinc) allowable rat.e. too low, they will

be unable to adel new ..rvice. to requlated t.iers even when auch

service••ight, in an unregulated envirolUl4lnt, be not. only

attractive to cable operators and S\lbscrlMrtI but. also IIOre

attractive than alt.ernative u.e. of their channel••

• everthele.s, there are way. to .itiqate any ri.k that

operator. might add worthle.. low-cost channels siaply a. a ...n.
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of re.~oring ra~e. ~o their foraer, unrequla~ed lev.ls. Fir.~,

as a g.neral ma~~.r, the fixed mark-Up should probably b. s.~ at

a level tha~, when add.ed to the aini_l co.~. charg.d by the

l.a.~ .xp.nsiv. n.w programmers, results in an amount that is

1••• ~han wha~ .o.~ .ys~... are allow.d to charg., on a per­

chann.l basis, for ~.ir existing services. It is probably fair

to a••um. tha~ subscrib.rs would put a l ••••r value on a new

••rvic. than on the av.rag•••tabli.h.d ••rvic. on the tier.

Th.y would not, in o~.r words, pay acre, on a per-channel ba.is,

for a n.w, unknown s.rvic. ~an th.y pay for .xisting s.rvic•• -­

.v.n if ~. operator's cos~s of adding ~. chann.l ju.tified .uch

a high.r rat.. '!'b.refor., a _rk-up that had ~. .ff.ct of

rai.ing the ..xi.ua allowable rate, on a per-chann.l basi., aigbt

.illPly allow the operator to recover a portion of the rat.

reduction required by the Co..is.ion'. new rul.s. U

Second, it would be reasonabl. to plac. a gaa on ~•

• xt:.nt to which rate. can be increased under this "fixed mark-up"

approach. Giv.n th. nWlber of new progr_ing ••rvice. that are

currently available and are likely to be available each year, an

annual liait on the aJIOunt that rat•• could incr.a•• a. a result

V TIli. •....., of oourH, that t:be aaxt.. allowable rate
under thoae n. rul_ i. iuelf ~le. '!be cun-at _Jaua
allowable I'at_, we believe, are ~ naMn&ble, bat: tbat 1..­
i. the subject of .....ift9 judicial .....1.. '!be point i. tbat it
would be reaaonaltl. ~ allow an 1aoreue in ratea, ¥ben a c:banMl
is .dded, that i ....evhat le.s tban • tN_"l••v..... aaxt.ua
allowable per-channel r.te for the previously existing channels
on the ti.r.
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of adding channels would ensure that operators would choose to

add those services that were .ost likely to appeal to subscribers

and would not si~ly add worthless channels in order to rein.tate

pre-regulation rat... And it would allow operators to add new

services to existing tier. on an incre••ntal ba.is without

allowing precipitous increa.e. in aaxi.um allowable rate.. Thi.

approach would not, of cours., cover the co.t. of aajor upgrade.

and rebuild. where a .yst...ub.tantially increa.ed it. channel

capacity. But it would at least enable syst... that undertook

such upgrade. to u.e agaa of the new channels for the addition of

new proqr...ing .ervice. to regulated tier., thus ensuring the

continued growth and developaent of the type. of service. that

cannot survive, at l ...t at the out.et, a. • la cart. offerinq••

Meanwhile, the Ca.ai..ion's -streaalined- cost-ot-s.rvic.

approach would be available to operators who chos. to allocate a

aor. substantial proportion of their upgraded chann.l capacity to

regulated tiers of prop:__ing.

Under a fiXed _rk-up approach, there _y be incentives

to add service. tbat co.t the operator very little and

disincentiv_ to acid aore expensive .ervices. By definition, the

operator retains the s_ Dount regardl••s of the cost of the

.ervice, 80 that it. profit aargin is lower, all else being

equal, when the co.t of the service is hiqher. Moreover, adclinq

a higher-priced service increases the overall charge to

subscribers tor the tier, and this may re.ult in a loss of aa-e
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subscribers, as ca.pared to the addition of a lower-priced

service that resulted in a lower charge to subscribers. But as a

general matter, given the economics of launching new program

.ervice., that is preci.ely the balance of incentive. that should

be .truck. More establi.hed, lIore expensive services are better

candidates than new, unknown service. to be oftered on an

unrequlatec:l • la carte basis. If the rules for adding channels

to requlated tiers do not provide adequate incentive. for the

addition of .uch e.tablished .ervice., providing such services.

la carte and in di.counted package...y be a real option.

But 1IO.t new, unknown service. cannot be launched

succe.sfully a•• la carte service.. In order to gain brand-n..e

recognition and advertising revenue., they )lu.t be nurtured

through expo.ure to sub.cribers as part of a tier that include.

more e.tabli.hed service.. And 'they au.t be offered in a way

that provide. the operatol;' with .ufficient revenues at the out.et

to cover the C08t. and risks aS80Ciated with adding the channels.

The only way to provide such revenue. to th_ operator i. to allow

a rate for .uch ..rvic.. that i. SUfficiently above the cost of

the prOCJr_ing and of adding the channels -- even. if the co.t of

the prOCJr_ing i. very low.

In any ..ent, vbile an approach balMC1 on a pa••-t.hrouqh

of co.t. plus a fixed .ark-up ..y provide incentive. to add

ineXPensive proqr...inq, it does not fPrwclpaa the option of

adding more expensive proqr_ing. If there were, instead, a
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flat per-channel allowance for adding new channels with no pass­

through ot proqr...inq costs, then operators would be unable to

add channels that charged more than the allowable amount unle••

they expected a sub.tantial increase in sub.criber.hip. A pa••­

through plus a fixed aark-up, on the other hand, enable.

operator. to inve.t in higher-co.t programminq -- but operators

will only do .0 where the higher co.ts repre.ent higher quality,

Which, in their view, will Ultimately result in corre.pondingly

enhanced value to .ub8cribers.

Once rate. are initially increased tor the addition ot

a channel, it will tb8D be appropriate to treat any tuture

inere•••• in the costs ot the proqr_inq on tho.e channel. a.

external co.t., to be pa••ed throuCJh with a re••onable ..rk­

up.V Th. result will be that it the proqr_inq s.rvice

succ.ed. in attracting viewer., it will be able to increase its

tee to the operator. :svenwith a mark-up, the operator's margin

may be progre••ively reduced. But this accurately reflect. the

dYnamics at the arketplace. Under this approach -- a pa••­

through plus a fiXed ark-Up when channels are added and a pa.s­

through plwa • percenUfje ark-up when existinq prOfJr_inq cost.

increa.e -- progreszars can induce operators to carry their

fledqlinq .ervic.. by otterinq th_ at little or no cost, and can

recover an inerea.inq share of increasinq sub.criber tee. if 1:I1e

11 A 7. 5t return on additional proqr_inq inve.'tMn1:s will
not, under current econoaic condition., be sutticient to warrant
such investaents.
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proqr....inC) aucceeda in apPealinq to vi~· TIlis is the way

that new proqr...ing would be added to service tiers in an

unregulated, c01lP8titive 1Hrketplace -- and it is the only way to

enGle opera'tJors to add new proqr~inCJ .ervic.. in the current

regulated environaent.



June 3, 1994

TO: William Caton

FROM: Ed Hearst

SUBJECT: Ex Parte Filing

Attached per our conversation is the ex parte document we
discussed. Please insert it in the record in MM Docket 92-266.

Thank you for your attention and assistance.

cc: Patrick Donovan


